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Dividend is always been an important topic in the fields of financial research, and 
dividend tax is a fundamental part of dividend. On June 2005, the Reform of Dividend 
Tax was implemented in China, which include reduced the dividend tax rate from 20% 
to 10%. This reform provided data and information to empirical study of dividend tax in 
China. This article refers to aspects of dividend tax, including equity price, the cost of 
capital and dividend policy. By combine the theoretical research and empirical research 
method, we hope get a comprehensive analysis of the economic impact of the dividend 
tax reform in 2005. 
In the theoretical part, the study of dividend tax and equity prices can be traced 
back to the MM theory in the 1960’s. Then the academics developed other theories such 
as agency theory, customer-effect theory, signaling theory. The theory relating to then 
cost of capital can be divided into three parts according to different assumptions of 
market conditions: Traditional View, (double taxation will increase the company cost of 
capital), New view (The reducing of dividend tax reduce the opportunity cost of 
retained earnings, which lower the cost of capital) , Nucleus theory of the firm (dividend 
tax effect then growing company larger than the mature company). The theories relate 
dividend policy including the signal theory, the tax differential theory and after-tax 
CAPM, etc. 
On the foundation of theoretical studies, the empirical test of economic impact of 
dividend tax on three aspects is the key section of article. Firstly, we found that the 
Chinese investors cannot identify tax cuts effects from different dividend payout ratio 
firms, using the CAPM and three factor model to calculate abnormal return. Second, 
this article is the first one in China which calculated the cost of capital by the analyst 
forecasts, and got conclusion that the cost of capital did not change significantly after 
the dividend tax reform. Finally, we tested the effects of institutional investors, the 















tax cut, and found evidence of the assumption. 
We forward several policy proposals in the fourth chapter based on the empirical 
research in the third chapter, which suggest that China should consider the abolishment 
of double dividend taxation in accord with the pace of income tax reform. 
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